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1. Introduction
Comparing inflation rates internationally, one finds
a number of Latin American countries in the lead. Therefore,
when investigating inflation in LDCs, it has become common
practice to refer to these countries as prime examples.
Mainly two theories have been put forward to explain Latin
American inflation: the monetarist and structuralist hypo-
theses. While in the monetarist theory aggregate excess
demand resulting from an excess supply of money is regarded
as the only cause of inflation, the structuralist theory
ascribes inflation also to the composition of demand for
products and services accompanied by inflexibilities in the
productive structure.
The purpose of this paper is to give further empirical
evidence for the structuralist view of inflation in six
selected Latin American countries: Bolivia, Brazil, Chile,
Colombia, Ecuador and Peru. They have all been highly prone
to inflation in the past. First, we outline the theoretical
background of our investigation. Subsequently, empirical
tests of the hypotheses are provided. Finally, we draw
some conclusions from our study and relate the findings to
the discussion of the harmful effects of export instability
in LDCs.
* This paper reports research undertaken in the "Sonderfor-
schungsbereich 86" (Hamburg-Kiel) "Teilprojekt A1"
(Wachstum und Beschaftigung in Entwicklungslandern) with
financial support provided by the "Deutsche Forschungs-
gemeinschaft".- 2 -
2. Theoretical Underpinnings
In advancing a structuralist theory of inflation in
Latin American countries two basic causes of inflation are
stressed: (1) the rigidity of food supply, and (2) the
inadequacy and instability of the purchasing power of
exports. Concerning the first factor it is argued, that
under the conditions of a dual economy food supply is
inelastic and hence prices are very flexible in response to
changing demand, while in the industrial sector prices are
said to move only upwards and to be rigid downwards. During
the process of industrialization there is a shift of
resources from the agricultural to the industrial sector.
With a stagnant agricultural sector growth in the indus-
trial sector v/ill increase the demand for agricultural
products while reducing the supply in agriculture. Because
of the rigidity of supply and the inadequacy of the pur-
chasing power of exports, which prevents sufficient food
2 imports, increasing demand for agricultural products
induces higher prices. Yet these price increases are not
matched by price declines in the industrial sector in
response to excess supply. Hence, overall inflation is
induced that must be ratified by monetary authorities in
order to maintain employment. Recently a modified hypothesis
For a comprehensive formulation of the structuralist
theory of inflation see 0. Sunkel, "La inflacion chilena;
un enfoque heterodoxo", EL Trimestre Economico, Vol. XXV,
No. 4, October-December, 1958;
English translation: "Inflation in Chile: An Unorthodox
Approach", International Economic Papers, No. 10, 1960,
p. 107 sqq.
2
Although it may be argued that food is imported with priority
(see K.-O. Junginger-Dittel and H. Reisen, Import Instability
and LDCs
1 Response: The Destabilization of the Inflow of
Capital and Intermediate Goods, Weltwirtschaftliches Archiv,
115, 1979, 4, pp. 653 sqq.), it is unlikely that imports
are adequate to prevent increasing prices.- 3 -
of structural inflation due to rigidity of supply in the
agricultural sector was put forward which elaborates the
ratchet effect in the industrial sector, assuming that
prices may adjust symmetrically but with different rapidity
in both sectors. If food prices react more quickly than
other prices, a price increase for food due to excess demand
cannot be matched by a price decline for another product due
to excess supply in the same period. Instead, a temporary
rise of the general price level occurs which becomes per-
manent if the money supply accommodates this general price
increase. If this is not the case, the general price level
may decline in the next period in response to the excess
supply of a non-food product.
Regarding the second factor, there" are short-term and
long-term aspects of export-determined inflationary pressures,
The investigation of inflationary impacts of long-term
balance of payments deficits due to insufficient export per-
formance and the implications of import-substitution
2 policies have been examined in great detail in the past.
Recently, interest in the inflationary impact of short-term
export fluctuations was strengthened due to the increasing
instability of primary commodity markets.
Susan M. Wachter, Latin American Inflation. Lexington/
Mass., 1976.
2
See, for example, D. Seers, "A Theory of Inflation and
Growth in Underdeveloped Economies Based on the Experience
of Latin America", Oxford Economic Papers, Vol. 14 (1960),
p. 173 sqq. ; J.B. Donges, tiber das Inf lationsproblem in
Entwicklungslandern unter besonderer Beriicksichtigung von
Argentinien, Brasilien, Chile und Mexiko. Koln, Berlin,
Bonn, Miinchen, 1970; S. Cochrane, "Structural Inflation
and the Two-Gap Model of Economic Development", Oxford
Economic Papers, Vol. 24 (1972), No. 3, p. 385 sqq.- 4 -
Consider a country exporting only a few raw materials
with inelastic export supply and export prices (in domestic
currency) which are more flexible than domestic prices in
response to demand changes. Fluctuating export prices
have direct and indirect impacts on the general price level,
An excess demand for exports induces direct price increases
for export products because of the inelasticity of supply.
If export prices are not only more flexible but react also
more quickly than domestic prices, the price rise for
exports leads to at least a temporary increase of the
2 general price level. The temporary price increase is
turned into a permanent one when money supply is expanded
subject to higher prices.
Additionally, there are indirect effects of export
fluctuations on inflation. Excess demand for exports not
only increases prices for export products but also leads
to higher incomes from export production and hence higher
national income, especially if export multipliers are above
unity. If these increased incomes induce an increased
demand which is neither met by increased domestic produc-
tion nor imports, inflation will be the result. In prin-
ciple, an excess supply of exports, which leads to a reduc-
tion of incomes from export production and via the mul-
tiplier of national income, has contrary effects on
inflation. However, there might be at least two reasons
why such a deflationary effect does not occur in the longer
This implies an infinitely elastic demand for exports
and an exchange rate adjustment which lags behind the
.shifts of demand, an assumption not unrealistic for
LDCs.
2
Analogously, an excess supply of exports leads to a
decline of the general price level.- 5 -
run. First, a reduction of export earnings could induce an
expansionary monetary policy in order to avoid recessional
effects on national income caused by a decrease in exports.
Secondly, tariffs could be levied or devaluations imposed
in order to restore a balance of payments equilibrium (or
a predetermined deficit), and thus deflationary effects
caused by a decrease in exports could be reduced. Accord-
ingly, a new upswing of exports would start on a higher
level of the general price index, so that export instability
would imply not only fluctuating but also positive inflation'
rates in the long run.
To sum up, the structuralist view of inflation suggests
that if food prices or export prices react more rapidly
than prices in the rest of the economy then the inflation
rate will be affected not only by the excess supply of
money, but also by the change of relative prices reflecting
sectoral excess demand.
Inflation, generated by an excess supply of money, can
2
be described using Harberger's model of inflation.
Referring to his analysis we specify the following estimation
equation:
For a more formal presentation of the argument see
Wachter (1976), p. 24 sqq.
2
See Arnold Harberger, "The Dynamics of Inflation in Chile".
In: Carl Christ (ed.), Measurement in Economics: Studies
in Mathematical Economics and Econometrics, in memory of
Yehuda Grunfeld. Stanford, 1963, pp. 219-250.
Signs in brackets indicate the predicted signs.- 6 -
(1) GCP = ct0 + cijGGDP :»- a2DGCP + a3GM
where GCP equals the percentage change of consumer prices;
GGDP equals the percentage change of real Gross Domestic
Product? DGCP equals the first differences of the per-
centage changes of consumer prices; and GM equals the per-
centage change of money supply. Inflation is - as conven-
tionally - measured by consumer price changes. Although,
according to the above considerations a price index of all
domestically produced and imported products should be used,
the consumer price index can be accepted as a proxy. How-
ever, as in most developing countries prices are subject to
government intervention some stochastic elements may be
incorporated in this measure. DGCP is introduced as a
proxy for expected inflation reflecting the costs to hold
money. Money is used in the narrow as well as in the
broader definition, i.e. M1 and M.2 , respectively. In
equation (1), which represents a monetary view of inflation,
the influence of money on prices is considered by a current
and two lagged variables ( GLM and GLLM ).
We can use the changes in the relative food price (RFP)
and the relative export price (REP) as proxies for the
quantity of excess demand in the agricultural and foreign
sector, respectively, and add it, expressed in growth rates,
to equation (1)
Focussing on annual data we assume the adjustment process
to be accomplished within two years.
2
Both relative prices are defined as the ratio of food
prices or export prices to consumer prices.- 7 -
(2) GCP = 60 + BiGGDP + e2
DGCP + 6 3
G
M
(3) GCP = Yo
 + YlGGDP + Y2
DGC
P
 + Y3GM + Yi+GREP
In the structuralist view, represented by equations (2)
and (3) a passive money supply is a necessary condition for
the long-run inflation rate to be affected by excess demand
in the agricultural or foreign sector. Then in our analysis,
a statistically significant influence of the structuralist
variables in the estimation equations can be interpreted as
evidence that money supply reacts passively. On the other
hand, where we do not find the influence of the structuralist
variables to be valid, strong support to the assumption of
active money cannot be given. However, such an exogenous
money supply is essential for a pure monetarist inter-
pretation of equation (1). Thus, where only monetary
elements are found to induce inflation, necessary but not
sufficient conditions for a pure monetarist viev; are ful-
filled.
2
Hence we specify the hypotheses as follows:
H1 ; Inflation is only explained by monetary factors
H2 ; Inflation is explained both by monetary factors and
structuralist elements, whereby H2a refers to struc-
tural bottlenecks in agriculture and H2b to those in
the foreign sector.
It is unlikely that the velocity of money circulation can
increase without limitation.
2
The proof of an exogenous money supply would involve a
clear-cut test of causality between money and prices.
However, this is beyond the scope of the paper.- 8 -
We do not falsify H1 if equation (1) is valid, i.e*
the structuralist variables are statistically insignificant
in equations (2) and (3). But we reject H1 and do not
falsify H2 if the structuralist variables are significant
and prices for food or exports react more rapidly than con-
sumer prices.
3. Empirical Results
An indirect test of the assumption that food and export
prices react more rapidly to excess demand than other prices
is performed by examining the fluctuations of food, export
prices and other prices. If prices adjust more quickly in
the agricultural and export sector than elsewhere in the
economy, agricultural and export prices should vary more-
than other prices. To measure these flexibilities, log-
linear trends were fitted to annual price series data taken
from IMF and UN statistics. As indicated by the standard
2
error of equation, instability of food and export prices is
greater than that of consumer prices except in the case of
Brazil (Table 2 in the Appendix). Therefore, the necessary
conditions for the structuralist hypotheses are likely to
be fulfilled for most countries.
In the next step we determined the lag structure for
money in the narrow and broad definition by estimating
equation (1) using stepwise regressions. Accepting the
IMF, International Financial Statistics (various issues)
and UN, Statistical Yearbook (various issues).
2
We are conscious of the shortcomings of this approach.
For a more detailed discussion of the problems measuring
the instability of time-series see the recent discussion
in the Oxford Bulletin of Economics and Statistics,
1978/79.- 9 -
obtained lag structure, equations (2) and (3) were fitted
to the data. From a statistical point of view results are
1
conclusive and not found to be sensitive to the use of
either M1 or M2 (see Tables 3-8 in the Appendix). The
implications of the regression results for our hypothesis
are shown in Table 1.
A monetary view of inflation proved to be superior to
the structuralist hypothesis only in the case of Ecuador.
For Bolivia, Chile, Colombia and Peru structuralist elements
were found to be more relevant in the explanation of the
inflation process. While the export-induced inflation
hypothesis cannot be falsified for Peru we reject it for
the other countries. On the other hand, inflationary
pressures from agricultural bottlenecks are strongly
supported for Bolivia, Chile and Colombia. An ambiguous
pattern of results was obtained for Brazil. In this case,
the structuralist view can be rejected but there is also
2
not much evidence for a monetary explanation.
1 —2
See R , F-test and Durbin-Watson test. Multicollinearity
did not appear as a problem. Nearly all variables have
the expected sign.
2
The poor results for Brazil reflect a general problem
which may be inherent to our specification of the model.
According to Jeffrey Nugent and Constantine Glezakos
the estimation should be performed more sophisticatedly
("A Model of Inflation and Expectations in Latin America",
Journal of Development Economics, (1979), No. 6,
pp. 431-446). For the purpose of our investigation,





















+ hypothesis is not rejected











Sources: Tables 2 to 8 (see Appendix),- 11 -
4. Conclusions
Our analysis does not give support for a single expla-
nation of inflation in the Latin American countries under
investigation. However, empirical evidence for the struc-
turalist view was found in most cases, whereby basic
inflationary pressures from the agricultural sector seem to
dominate those of the foreign sector in an inter-country
comparison. The differentiated pattern of results may be
subject to several factors. First, inflationary impulses
from bottlenecks in the agricultural sector are dependent on
the food supply elasticity. In the case of a developed
agricultural sector we would expect a flexible supply
response to an increasing demand for food and hence no basic
inflationary pressure. This would also hold if the import
capacity is adequate to allow imports of food for domestic
consumption. Secondly, an excess demand for exports does
not induce price increases if exchange rates are flexible.
In that case there are no major spill-overs from varying
prices on world markets to the domestic prices. This is
also true if the contribution of the export sector is
negligible or export supply elastic in response to changing
demand. Finally, as already mentioned, the strength of
monetary control is a crucial factor for structural elements
to become important in the inflationary process.
The results may also be seen in the wider context of
the discussion concerning harmful effects of export insta-
bility on growth in LDCs, where it is argued that fluctuating
exports induce inflation which affects growth negatively.
Yet the use of annual data may have prevented us from
capturing all short-term effects.- 12 -
According to our inquiry, at least for one country of the
sample, Peru, the influence of export fluctuations was found
to be valid. We are aware, however, that only direct
effects of export instability on inflation were regarded
explicitly. As indirect effects are mixed with other
factors it is difficult to identify them empirically.
Although, in all countries the existence of these effects
cannot be excluded, it can be argued that strong support
should be given to the argument only if both effects are
found to be operative.- 13 -
































































































































































Source: IMF, International Financial Statistics (various issues);















t-statistics are in brackets
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